Furthermore, equity prices are determined in the short to medium term by unpredictable events. Terror attacks, the outbreak of war, oil price shocks, statements by central banks, currency crises as well as behavioral finance and herd effects influence short-term market happenings more strongly than calculable fundamentals. Three hundred years earlier, Newton already made the painful assertion that he "was able to calculate the movements of stars down to the very second but not the madness of men".
What Significance does the classic Price-Earnings Ratio (P/E) have?
Page 2 tes the ratio of a market's corporate profits to the current market price and future equity market returns, couldn't even be established if it were possible to make a precise forecast of the next year's corporate profits. A further reason is that in recession years such as 2009 classic P/Es appear unattractive because the high or negative price earnings ratio resulting from the corporate losses does not factor in the companies' potential for earnings increases after the crisis.
Cyclically Adjusted Price-Earnings Ratio (CAPE)
However, many of the weaknesses of classic P/Es can be eliminated. Robert J. Shiller, winner of the Nobel Prize for Economics, was able to prove that inflation-adjusted corporate profits have achieved relatively stable growth on the American equity market since 1871 of 1.6% p.a.
1 . As above-average corporate profits in economically strong years are as short-lived over a long term horizon as high corporate losses in recession phases, he developed a cyclically adjusted price-earnings ratio (CAPE) which denotes the ratio of the current market price to the average inflation-adjusted profits of the ten preceding years. This CAPE measures whether the valuation of an equity market is high or low compared with its profit level -to which it will return in all likelihood.
Barring a few exceptions, the CAPE quoted in a spread of between 10 and 24 on the American equity market from 1881-2013, regularly returning to its historical average of 16.5 ( fig. 1 ). On only four occasions did it visibly breach upwards out of this spread: in 1901, 1928, 1966 and 1996. For each of these years plausible explanations were given as to why old valuation parameters should no longer be used, e.g. the introduction of mass production, the telephone, the departure from the gold standard, the computer age or globalization 2 . But investors were continually wrong: In each of these years the S&P 500 marked record highs. Investors who invested in these overvaluations regularly incurred real price losses over a period of 15-20 years.
While high CAPEs signaled risks, attractive CAPEs and pessimistic market sentiment were followed by above-average capital growth over a long term horizon. In the S&P 500, the CAPE only fell below the value of 8 on three occasi- What equity market returns can investors currently expect?
The German equity market is currently valued at a CAPE of 17.3. In the last 140 years, periods with comparable valuations were followed by capital growth of an annual ave- Other European equity markets offer even more potential, Italy for example. Historically, the current CAPE of 8.8
was regularly followed by real capital growth of 9.3% to 13.9% p.a., with such attractive valuations never having been followed by long-term capital losses. Markets such as Spain and Belgium offer similarly attractive return prospects.
By contrast, the return potential of the US market is disappointing. At a CAPE of 24.6 the equity market is pricing some 50% higher than its historical average valuation. In the long term, these valuations were generally followed by gains of only 2.2% to 5.8% p.a., 
Scenario Analysis for the US Equity Market
In the past 132 years, 287 observation periods with a Based on the fundamental valuation, a DAX level of 27,000 points at a spread of 20,100-32,000 points appears likely in 2028. and reinvested dividends, the S&P 500 can be expected to quote with high probability between 2,800 and 4,800 points in 2028 6 .
Not only was the higher fundamental valuation followed by significantly lower capital growth over a long-term horizon compared with the German equity market; generally speaking, volatility was also significantly higher on the equity market. Over a three year horizon and after a 20% adjustment for outliers, a realistic possibility exists that the S&P 500 will mark a level of between 1,400 points (-21%) and 3.800 (+113%) 7 .
However, the probability of a volatile sideways movement is far higher than on the attractively valued German equity market. There is even a strong probability of price levels around 1,400 points until 2019 (Fig. 4) .
Summary
In the long term, equity investments are not only the most lucrative but also by far the safest form of investment over longer periods and allowing for inflation and liquidity. But equity investments are still subject to high volatility in the short to medium term and a crucial factor for the strategic return potential is the timing of new investments. The objective of this examination has been to answer the extent to which the timing of new exposures can be successfully chosen using the cyclical adjusted CAPE, and whether the indicator allows statements to be made on long-term equity market returns.
The examination reaches the conclusion that it is possible to forecast relatively reliably the long-term equity market returns of 15 equity markets using a cyclical adjusted Scenario Analysis S&P 500 Index until 2028
Figure 4: The American equity market is currently valued at a CAPE of 24.6. The average sequential returns have been modeled over 1 to 15 years which followed comparable CAPE valuations worldwide (interval 22 to 26). Inflation of 1% and dividend reinvestment were assumed. The "worst case scenario" corresponds in each case to the lowest sequential return following in each case a comparable valuation. 3 The examination works on the assumption that equity markets offer inflation protection in the long term due to their real asset character. The inflation rate of 1% p.a. was consciously estimated conservatively so that the examination results only display a slight dependence on this assumption. 4 A number of authors claim that the 10 year trailing earnings underestimate the actual profitability due to two financial crises in which extreme profit reductions were recorded. Even if this possibility does exist, it should still be noted that even the current P/E of above 19 clearly exceeds the historical averages (85% quantile) and that the average 10 year profits -in spite of recessions -are still quoting above the long-term profit growth (see also Asness, Clifford, An Old Friend: The Stock Markets Shiller P/E, AQR, 2012). Although authors such as Siegel (Siegel, Jeremy J., The Shiller CAPE Ratio: A New Look, 2013) do not call the CAPE concept into question, they still query whether the current CAPE underestimates the market potential due to changes in accounting standards (esp. the method of reporting goodwill in the balance sheet) and consistently higher margins as a consequence of higher international earnings. Siegel recommends using, for example, NIPA earnings adjusted for goodwill instead of "Standard and Poor's" earnings which lead to more attractive CAPE valuations. Even if the US CAPE has significantly exceeded historical empirical values in past decades, so that a system interruption cannot be ruled out, it should be noted that by using NIPA earnings the entire US economy is modeled and not the differently composed S&P 500, and also that the NIPA time series do not have a comparable long history in order to empirically verify the theory, and that the CAPE concept of cyclical profit adjustment only derives its added value as a result of balancing exceptional earnings years. Added to this, the forecasts for the last 15 year period (1998-2013) do not display any significant deviations relative to the historical empirical values -on the contrary, the low 15 year returns following the bursting of the new economy bubble were more accurately forecast than countless preceding crises. Special note: The information, opinions and forecasts expressed in this publication are based on analysis reports and evaluations from publicly accessible sources. However, no guarantee can be accepted for the quality or accuracy of this information. Any liability for indirect or direct consequences of the published contents is therefore excluded. This is especially the case for readers who base their own investment decisions on our investment analyses and interview contents. Neither our model portfolios nor our analyses on certain securities constitute an individual or general invitation, also including any tacit invitation, for replication. Trade suggestions or recommendations do not constitute an invitation to buy or sell securities or derivative financial products. Under no circumstances should this publication be understood as advice, whether personal or general, including any tacit form thereof, since we are merely reflecting our subjective opinion on the basis of published contents. The opinions expressed in this publication can alter without prior notice. Data on previous performance should not be understood as a forecast for future performance. In cases in which the management makes statements on certain securities, we are generally directly or indirectly invested in these securities as a company, as private persons, acting for our customers or as advisors or managers of funds that we manage. Thus, any positive share price development after having made these statements can raise the value of the assets of our employees or our customers. As a rule, the management of the company StarCapital AG is invested in its own funds. By examining the management reports and semi-annual reports on our website you can establish beyond doubt which securities were contained in our funds at specific recording dates. The fact sheets on our funds in our website generally contain current data on all funds and on the largest fund positions. Information on the equities which StarCapital AG holds in its funds and in its managed portfolios and special assets can be found in our annual and management reports. All rights reserved. This document is for information purposes only and does not constitute any invitation to acquire shares. The information provided should not be understood as recommendation or advice, it merely offers a brief summary description of key fund features. The sole basis for the acquisition of shares: the full and simplified sales prospectus, the management regulations and the reports. These can be obtained free of charge from StarCapital AG, your adviser or broker, the paying agents, the responsible custodian bank or from the management company (StarCapital S.A. 2, rue Gabriel Lippmann, 5365 Munsbach, Luxembourg). You can find references to opportunities and risks as well as tax information in the latest full sales prospectus. Status: 24.02 2014. © 2014
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